University of New Mexico

UNM Digital Repository
NotiSur

Latin America Digital Beat (LADB)

6-29-2001

Argentina Modifies Currency Peg
LADB Staff

Follow this and additional works at: https://digitalrepository.unm.edu/notisur
Recommended Citation
LADB Staff. "Argentina Modifies Currency Peg." (2001). https://digitalrepository.unm.edu/notisur/12924

This Article is brought to you for free and open access by the Latin America Digital Beat (LADB) at UNM Digital Repository. It has been accepted for
inclusion in NotiSur by an authorized administrator of UNM Digital Repository. For more information, please contact amywinter@unm.edu.

LADB Article Id: 53414
ISSN: 1089-1560

Argentina Modifies Currency Peg
by LADB Staff
Category/Department: Argentina
Published: 2001-06-29
On June 21, the Argentine Senate, controlled by the opposition Partido Justicialista-peronista (PJ),
approved Economy Minister Domingo Cavallo's bill to include the euro in the nation's convertibility
plan. The approval came a week after Cavallo implemented a complicated dual exchange rate to
help exporters, which some investors interpreted as a precursor to a devaluation.
The bill, which was previously passed in the lower house, allows Argentina's dollar-peso currency
peg to be expanded to float at a 50-50 intraday average of the dollar and the European common
currency, the euro. But the change would not take effect until the dollar and the euro reach parity,
which could take months or even years. Changes aimed at boosting exports While insisting that this
was "not a devaluation," on June 15, President Fernando de la Rua and Economy Minister Cavallo
unexpectedly announced the modifications to the currency system aimed at helping exporters.
The special new exchange rate, which some analysts have called a subsidy, will give exporters more
pesos for each dollar's worth of goods they sell abroad. They will use a special differential exchange
rate, which the government calls a convergence factor, based on an average of the dollar and the
euro. The new rules, which went into effect June 19, include a matching charge against importers,
making their goods more expensive.
On June 19, an exporter received 1.08 pesos for every dollar in goods sold abroad, rather than
1.00 peso under the old system. The government calls this an "adjustable reimbursement." The
reimbursements and the added payments from importers will be handled by the tax-collection
agency and the state-run Banco de la Nacion. Whether it was really a devaluation or an export
subsidy, it ended, for the foreign-trade sector, the ten-year system that pegged the peso to the US
dollar. Cavallo began the convertibility plan in 1991, during his previous stint as economy minister
in the first administration of former President Carlos Saul Menem (1989-1999).
Cavallo claims the steps will "strengthen fiscal solvency, improve competitiveness and investment
incentives, and incorporate elements for enhancing internal demand." He said they will "improve
the exchange rate [for exports] up to 20%," the amount he estimates Argentina's peso is overvalued.
The plan is intended to stimulate exports and the internal market without increasing the fiscal
deficit or public debt. The preferential exchange rate for exports does not apply to the petroleum
sector, since high oil prices on the world markets ensure the sector's positive performance. While
most local economists and industry leaders welcomed the measures, some analysts saw them as
preparing Argentines for a wholesale devaluation.
Tax breaks also announced President de la Rua also announced a series of tax breaks on June 15,
another piece of the effort to pull the country out of the three-year recession. The economic slump
has been marked by high unemployment, now standing at 14.7%. "This plan is a response to the
understandable demands of the unemployed and those in extreme poverty," de la Rua said. "It will
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allow us to achieve growth with fairness." The measures increase the number of people who will
be exempted from income tax and give tax breaks to middle-income families for home purchases.
Gasoline taxes will be reduced, while taxes on diesel fuel will be raised.
In addition, employers will be able to augment workers' salaries with US$150 in nontaxable
coupons, which can be redeemed in supermarkets or restaurants. Cavallo said the government
would reduce the value-added tax (impuesto al valor agregado, IVA) from the current 21% to 16%
in two years and reduce tolls on rural highways to bring down transportation costs in the coming
weeks. Previous measures brought mixed results As soon as he joined the de la Rua administration,
Cavallo began implementing new fiscal initiatives, including a tax on financial transactions and a
lowering of tariffs on capital goods. Results so far have been mixed.
Retail sales and real estate transactions have been dropping, and the deficit rose to US$1.11 billion
in May. The deficit for the first five months of the year is already US$200 million more than the halfyear target agreed to with the International Monetary Fund (IMF). But government officials say
increased tax receipts in the coming months will enable them to meet the deficit target for the full
year.
However, federal tax evasion is officially estimated at US$30 billion a year, or 60% of the annual tax
collected. And economists estimate that, when social security and provincial taxes are included, it
could total twice that amount. The high IVA, which Cavallo raised a decade ago, is seen as a major
reason for tax evasion, and Cavallo does not plan to lower it for two years.

Cavallo's reputation is on the line
The new exchange-rate rules came just weeks after a successful swap of nearly US$30 billion in debt.
The swap deferred around US$16 billion in debt-servicing payments through the end of 2005. But
critics point out that it added US$2 billion to the US$150 billion in total debt, cost more than US$100
million in fees to investment bankers, and pushed up rates on new debt for years to come. Some
economists said the debt swap reduced the threat of either a default or a devaluation of the peso
this year. But others saw it and the currency measures as just more tactics to postpone dealing with
financial problems. And they warned that the confusion surrounding the new export-exchange rate
may erode any benefits from the debt swap.
On June 19, The Financial Times of London wrote that, after three months, some question whether
Cavallo "really has the magic touch or is just a talented illusionist frantically distracting attention
from Argentina's problems with a stream of clever measures." It said the new measures have
"prompted the question expressed by one market participant: does he have a grand plan to rescue
Argentina or is he making it up as he goes along?"
Analysts say the exchange-rate plan has two serious problems. The first is that any system using
a differential rate encourages distortions and corruption. Exporters will inflate the value of their
goods, while importers will try to avoid paying the tariff. The second problem is that the financial
markets have responded negatively to the plan. "The market was looking for additional spending
cuts, a reform of the pension system, downsizing of the public sector, and a new round of labor
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reform," said Walter Molano with Connecticut-based BCP Securities. "Instead, the government
introduced a set of distortions that will provide political relief with few economic improvements."
If Cavallo fails to sell this latest policy to the markets and the signs are not good the damage caused
by higher interest rates will outweigh any benefits from improved trade conditions.

-- End --
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